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Abstract
In this paper, we present the issues facing internationalization of China’s renminbi from
three perspectives: (1) China’s own perspective centering on the “liberalization of capital
account transactions,” (2) a regional perspective based on “currency zones,” and (3) a global
perspective focusing on the “international monetary system.” For the renminbi to become a
truly international currency, three prerequisites must be met. (1) From the viewpoint of China, which is the issuer of the renminbi, it must further develop its financial markets while at
the same time liberalize capital account transactions so that both residents and nonresidents
have equal access to these markets. (2) From the regional viewpoint, confidence in the renminbi must be established and countries with close ties to the Chinese economy (mainly
neighboring states) must adopt foreign exchange policies that seek stability of their own
currencies against the renminbi (which means, in effect, the formation of a “renminbi
zone”). (3) From the global viewpoint, the economic size of the renminbi zone centered on
China must be comparable to the dollar zone centered on the United States and the eurozone
centered on the European Union. While progress has been made toward fulfilling these three
prerequisites, many obstacles still need to be overcome. In particular, China’s strict controls
over capital account transactions have remained a major hindrance to progress toward internationalization of the renminbi.
Keywords: 
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I.

Introduction

Supported by China’s growing economic power and government policies, the use of the
renminbi as a currency for such international transactions as trade has increased, especially
by China’s neighboring countries. As a milestone of “renminbi internationalization,” the
Chinese currency was formally added to the Special Drawing Rights (SDR) basket of the
International Monetary Fund (IMF) on 1 October 2016. Whether the renminbi will be used
more widely as an international currency by China’s neighboring countries and eventually
replace the dollar as the world’s key currency is attracting increased interest. In this paper,
we consider those prospects by examining the issues facing renminbi internationalization
from three perspectives: (1) China’s own perspective centering on the “liberalization of capital account transactions,” (2) a regional perspective based on “currency zones,” and (3) a
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global perspective focusing on the “international monetary system.”
From China’s perspective, controls on capital flows are the biggest factor impeding renminbi internationalization, and the government is making efforts to remove this impediment
by liberalizing capital account transactions. At the same time, to prevent deterioration of the
effectiveness and independence of its monetary policy that could be caused by removing
controls over capital flows, the Chinese government is also promoting the renminbi’s transition to a floating exchange rate system and the liberalization of interest rates. However, it
will most likely take some time to complete this “trinity reform.”
From a regional perspective, the early stages of renminbi internationalization will be led
by the Asian NIEs (Newly Industrializing Economies) and ASEAN countries, whose economies are becoming more integrated with China’s, and by countries included in China’s “Belt
and Road Initiative.” These countries’ adoption of foreign exchange rate policies that seek
to stabilize their currencies against the renminbi is a precondition for the formation of a renminbi zone where the Chinese currency is widely used.
From a global perspective, if a renminbi zone centered on China materializes, the international monetary system will move toward a tripolar system consisting of the renminbi, the
dollar and the euro. Competition among these three currencies should contribute to the
stability of the system. At present, however, the renminbi’s position as an international
currency is still quite low, and the formation of a renminbi zone and a tripolar system is still
in a conceptual stage.

II.   Renminbi internationalization cannot be accomplished in a day
The renminbi does not yet fully meet the conditions for becoming an international currency and still has many hurdles to overcome to arrive at that destination. Moreover, the
renminbi’s progress toward internationalization to date can hardly be described as “smooth
sailing.”

II-1.   Conditions for becoming an international currency
Renminbi internationalization refers to the expansion of the renminbi’s role in the international monetary system, as would be indicated by a rise in the weight of the renminbi as
the currency used in trade and other current account transactions, in capital account transactions, and as a reserve currency.
For China, the greatest merit of renminbi internationalization would be the reduction in
foreign exchange risks faced by Chinese companies. If Chinese companies engaged in the
import and export business can enter into contracts and make payments denominated in renminbi, they would not be exposed to currency fluctuation risks and no longer need to hedge
their forex exposures with futures, thereby reducing transaction costs. In addition, if foreign
asset holdings can be denominated in renminbi, Chinese entities could avoid capital losses
on those external assets if the dollar depreciates. This could stimulate trade and capital ac-
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count transactions.
In addition, renminbi internationalization would raise the international competitiveness
of Chinese financial institutions. Chinese banks and securities companies would have competitive advantages over US and European firms when it comes to renminbi-denominated
overseas loans, trade financing, and foreign-currency bond issuance. Such business could
yield high profits without taking on high forex risks and costs. Renminbi internationalization
would also strengthen the position of Shanghai and Hong Kong as international financial
centers.
Furthermore, wider use of the renminbi as an international currency would enable China
to continue importing foreign goods and services even if its international balance of payments fell into deficit because it could simply pay by printing more of its currency, a privilege which the United States has enjoyed to date.
On the other hand, considering that free capital movement is a prerequisite to currency
internationalization, the main demerit for China from renminbi internationalization would
be increased exposure to the impact of hot-money flows and the resulting reduction in the
effectiveness of domestic macroeconomic policies, including monetary policy.
Confidence in the dollar as the world’s key currency was shaken by the global economic
crisis that originated in the United States following the collapse of Lehman Brothers,
prompting calls for reform of the international monetary system. Since then, the Chinese
government has shifted from its past passive stance on renminbi internationalization to a
more aggressive position. That change in stance reflects the Chinese government’s judgment
that the merits of internationalization have become greater than its demerits.
That said, renminbi internationalization cannot move forward solely at China’s convenience. Several other conditions must be met. To begin with, China, the issuer of the currency, must further develop its financial markets, liberalize capital account transactions, and
ensure equal access to these markets for residents and nonresidents. Confidence in the renminbi also must be established. Lastly, China must account for a large share of the global
economy (both in terms of GNP and imports-exports). These conditions are gradually being
met, but many problems have yet to be resolved. In particular, China’s still strict controls
over capital account transactions remain a major hindrance to renminbi internationalization.

II-2.   Chinese government’s promotion of renminbi internationalization
In recent years, the Chinese government has implemented a number of measures to promote renminbi internationalization. Its efforts began with measures to increase the convenience of using the renminbi as a currency for settlement of cross-border trade transactions.
In July 2009, Shanghai and four cities in Guangdong Province (Guangzhou, Shenzhen,
Zhuhai, Dongguan) began renminbi cross-border settlements as part of a pilot program. That
program was expanded in two steps in June 2010 and August 2011 to include regions
throughout the country, enabling companies and sole proprietors to use renminbi as a settlement currency for cross-border trades of goods and services as well as other current account
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transactions.
The Chinese government’s second action was the aggressive promotion of the renminbi
as a currency for cross-border direct investments. In tandem with the cross-border trade settlement pilot program, domestic institutions were allowed to make renminbi-denominated
direct investments in overseas markets from January 2011, and from October that year overseas investors were allowed to make renminbi-denominated direct investments in China.
From September 2013, foreign investors were allowed to make renminbi-denominated
investments with financial institutions in China.
The third move by the Chinese government was to expand the routes available for using
renminbi in cross-border portfolio investment. From August 2010, China’s interbank bond
market was gradually opened to central banks and other foreign financial institutions. In
December 2011, the Renminbi Qualified Foreign Institutional Investors (RQFII) program
was started, and in November 2014 the Renminbi Qualified Domestic Institutional Investor
(RQDII) program was launched. These moves made it easier for renminbi funds to be circulated smoothly between onshore and offshore markets.
China’s next move was more aggressive efforts to establish an environment conducive to
development of a renminbi offshore market. With State Council approval, the renminbi
offshore market has been expanded to cover 23 countries/regions (as of December 2017) by
designating a Chinese bank to serve as a renminbi clearing and settlement bank in each of
these countries/regions. In addition to Hong Kong, Macau and Taiwan, renminbi offshore
clearing banks can now be found in most of the world’s major financial centers, including
Singapore, London, Frankfurt, Seoul, Paris, and Luxembourg.1 In addition, in October 2015,
the People’s Bank of China (PBOC) launched the RMB Cross-border Interbank Payment
System (CIPS) as a financial market infrastructure to facilitate settlement of trade and
investment in renminbi.
One last initiative that merits mention here has been China’s strengthening of international cooperation to promote the use of its currency. For example, the PBOC has entered
into bilateral currency swap agreements with the central banks or monetary authorities of 25
countries. Agreements still in effect as of 10 January 2018 amounted to RMB 2,209 billion.
In addition, the PBOC has allowed direct exchanges between the renminbi and 21 other currencies, including the euro, yen, pound, Australian dollar, New Zealand dollar, Singapore
dollar, Malaysian ringgit, and Russia’s ruble (as of January 2018). In addition, some central
banks and monetary authorities have already incorporated the renminbi into their foreign
exchange reserves, and China’s currency was officially included as a constituent currency of
the IMF’s SDR on 1 October 2016 (see section V-2 below).
Overall, restrictions on the renminbi’s use in trade and other current account transactions
are becoming fewer, but restrictions on the use of the renminbi for portfolio investment are
still severe, reflecting the Chinese government’s cautious stance on the liberalization of cap                          
1

Information presented here about renminbi clearing and settlement banks and below about the bilateral currency swap agreements and currencies which can now be exchanged directly for renminbi is based on the China Financial Information Network
(2018).
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ital account transactions.

II-3.   Good start followed by setback
Renminbi internationalization appeared to be progressing smoothly at first, reflecting
fund transfers between the domestic onshore market and the offshore markets centered on
Hong Kong to settle trade in renminbi. Renminbi transfers from the domestic onshore market to the offshore Hong Kong market yielded a profit because the renminbi’s exchange rate
in Hong Kong was higher owing to renminbi appreciation expectations.2 In actuality, however, because of the strict controls on capital flows between the onshore market and the offshore market, fund transfers between the two markets related to forex arbitrage trades usually took the form of trade settlements.3 In some cases, renminbi transfers from mainland
China to Hong Kong were used to pay for gold imported from affiliated companies in Hong
Kong. The imported gold would then be exported back to the Hong Kong affiliates with payment made in dollars. In this way, forex arbitrage trades were disguised as “import-export”
transactions (see Appendix). Dressed up as trade transactions, these arbitrage trades between
the onshore and offshore markets on the surface appeared to be contributing to renminbi internationalization, but their actual purpose was quite different.
Such arbitrage transactions declined from 2015 (especially after the renminbi devaluation
that August) as the strong renminbi trend up to that time shifted to a weakening trend.
As a result, renminbi’s use in cross-border transactions also decreased. When the Chinese
authorities strengthened controls on capital flows in early 2016 to counter renminbi weakening pressures caused by fund outflows, the setback in the internationalization of the renminbi
became even more pronounced.4
Renminbi internationalization’s setback after the initial good start is clearly revealed in
the trends in renminbi trade settlements in China and renminbi deposits in Hong Kong (Figure 1). With the renminbi appreciating, renminbi-denominated trade settlements sharply
increased from RMB 18.4 billion in the first quarter of 2010 to RMB 2,892 billion in the
third quarter of 2015. Renminbi deposits at financial institutions in Hong Kong also increased from RMB 70.8 billion in March 2010 to RMB 1,003.6 billion in December 2014.
                          
2

Zhang and He (2012).
In addition to forex arbitrage, interest-rate arbitrage was rampant as investors procured renminbi at low interest rates in Hong
Kong and invested the funds at higher rates in the onshore market.
4
Restrictions on capital flows implemented since the beginning of 2016 included the following measures: (1) limiting the outflow of renminbi through banks to within a certain ratio of inflows and issuing a directive to banks that foreign currency sales
must not exceed foreign currency purchases. (2) limiting loans from domestic subsidiaries to their overseas parent company to
30% of the subsidiary’s equity capital, (3) requiring companies to submit regular reports on their foreign currency purchase
plans and actual results, (4) requiring overseas transfers of large sums be reported in advance, (5) prohibiting, in principle, early redemption of foreign currency-denominated bonds, (6) requiring prior reviews of overseas investments, including corporate
acquisitions, and prior approval of individual transactions of over USD 5 million, (7) requiring individuals to submit applications for currency exchanges and declare the purpose, and (8) restricting the purchase of insurance products for investment
purposes (Sources: Chūgoku, shihon ryūshutsu soshi ni yakki (China seeks to check capital outflow), Nihon Keizai Shimbun, 6
January 2017; Jinmingen, kaigai ryūshutsu-gaku o seigen (Renminbi overseas outflows restricted), Nihon Keizai Shimbun, 1
February 2017). Some of these measures were communicated through verbal notification from the authorities and are not formally announced.
3
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Subsequently, however, both indicators declined significantly as the renminbi weakened in
forex markets, with trade settlements in the fourth quarter of 2017 amounting to just RMB
1,127 billion and renminbi deposits in Hong Kong down to RMB 559.1 billion in December
2017.

Figure 1. RMB internationalization set back by currency’s depreciation
― RMB trade settlements and deposits in Hong Kong have both declined ―

Source: Nomura Institute of Capital Markets Research, based on CEIC database (original data from China Foreign Exchange Trade System for RMB/USD rate, People’s Bank of China for renminbi trade settlements, and the
Hong Kong Monetary Authority for renminbi deposits at Hong Kong financial institutions.)
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III.   “Liberalization of capital account transactions” from China’s perspective
To further promote renminbi internationalization, China intends to liberalize capital
account transactions. To prevent deterioration of the effectiveness and independence of its
monetary policy that may result, the Chinese government is also promoting the renminbi’s
transition to a floating exchange rate system and the liberalization of interest rates. However,
it will most likely take some time to complete this “trinity reform.”

III-1.  Unfinished liberalization of capital account transactions
The free movement of capital across national borders is a prerequisite for renminbi
internationalization, but China still maintains strict restrictions on capital account transactions.
Generally speaking, liberalization of capital account transactions increases people’s
investment options, enabling them to reduce risk by building a more diversified investment
portfolio. Capital transaction liberalization also enables corporations to tap overseas financial markets for lower-cost funding. On the other hand, capital transaction liberalization can
destabilize the economy of a developing country with an immature financial system. As
such, a consensus has emerged among economists and policymakers around the world that
this process should be implemented cautiously.
To begin with, liberalization of capital account transactions, when handled improperly,
may lead to financial crises. The Asian currency and financial crisis of 1997–98 is a good
example of the severe economic damage that can be caused by premature liberalization of
capital account transactions in countries where the financial system is weak and macroeconomic policy management skills are not yet sufficiently developed.
Restrictions on capital flows can also be effective as an emergency measure when excessive speculation threatens to cause systemic risk. In this regard, Malaysia’s implementation
of strict capital controls during the Asian currency and financial crisis was highly successful.
In addition, large volumes of capital account transactions can greatly limit a central
bank’s monetary autonomy, especially in countries under a fixed exchange rate system.
Adherence to a fixed exchange rate system therefore often means the forfeiture of an independent monetary policy.
These challenges are particularly relevant to China, which is still halfway in its process
of economic development and transition from a planned economy to a market economy.
First, China’s financial system is fragile. In particular, Chinese corporations’ high dependence on indirect financing and the resulting rapid rise in corporate debt has increased the
risk exposures of Chinese banks. Under current conditions, a large outflow of capital could
cause a credit crunch that could trigger a financial crisis.
In addition, although China switched from a dollar-peg to a managed floating exchange
rate system in 2005, the renminbi’s exchange rate is still tightly controlled by the authority
through intervention in the forex market and the setting of a midpoint reference rate. Until
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China completes its move to a freely floating exchange rate system, it will need to control
capital flows in order to maintain monetary policy independence.
Furthermore, China’s protection of property rights is still insufficient, and corruption
remains a serious problem. Liberalization of capital account transactions could encourage
capital flight and money laundering.
A new challenge facing China is the United States’ policy rate hikes as it exits from the
super easy monetary policy pursued in the years following the Lehman crisis. These rate
hikes are increasing fund flows from emerging countries into the United States. Despite having the world’s largest foreign exchange reserves, China faces the risk of greater capital outflows and the downward pressure it puts on the RMB’s forex rate.
China must therefore proceed with the liberalization of capital account transactions at a
pace in line with the progress being made in strengthening the domestic financial system
and policy management skills. The following points should be noted in particular.
First, interest rate liberalization must be advanced in preparation for capital transaction
liberalization. If domestic interest rate levels remain artificially suppressed while capital
account transactions are liberalized, funds seeking higher interest rates will flow out of
China and into overseas markets.
Second, as liberalization of capital account transactions progresses, exchange rate flexibility must be increased in order to ensure the independence of monetary policy. The authority ultimately will have to refrain from market intervention and shift to a freely floating foreign exchange system that, as much as possible, relies on the market to determine the
RMB’s exchange rate.
Third, China’s financial system must be strengthened. To correct Chinese companies’
excessive reliance on bank loans, China’s capital market must be further developed to
enable fund procurement through direct financing. In addition, China’s stock market, which
is strongly characterized by speculative investments because the main players are individual
investors, needs to be stabilized by promoting the development of institutional investors.
Establishing corporate governance at banks is another urgent matter. This should be accompanied by the acceleration of reforms at the state-owned enterprises, which are their dominant borrowers. In addition to banks’ supervisory systems, stronger regulations must be imposed on the shadow banking sector, which has expanded rapidly in recent years.
Discussions about accelerating the liberalization of capital account transactions are gaining momentum not only out of a desire to promote renminbi internationalization but also to
support Chinese companies’ overseas expansion.
In February 2012, the Survey and Statistics Department of the PBOC released a report
entitled “Conditions for accelerating liberalization of capital account transactions in our
country are almost ripe.” This report stated that (1) China’s banking sector had a sound balance sheet, (2) the nation’s foreign exchange reserves had reached a high level, (3) external
debt, especially short-term debt, was at a low level, and (4) real estate and capital market
risks were basically under control. The report also presented a three-stage roadmap for liberalizing capital account transactions over a 10-year period culminating in 2022. This road-
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map basically adhered to China’s previous thinking that (1) capital inflows should be approved prior to capital outflows, (2) long-term transactions should be opened up before
short-term transactions, (3) direct investments should be allowed before indirect investments, and (4) capital account transactions should be opened up to institutional investors before individuals. The three stages of this 10-year plan were as follows.
●S
 tage I (short-term targets to be achieved in 1-3 years): Ease restrictions on direct
investments and encourage external investments by corporations while adhering to the
“actual demand rule.”
●S
 tage II (medium-term targets to be achieved in 3-5 years): Promote renminbi internationalization by deregulating trade-related commercial loans while adhering to the
“actual demand rule.”
● Stage III (longer term targets to be achieved in 5-10 years): Speed up the development
of the financial market and open up investments in real estate, stocks, and bond transactions to foreign capital gradually and carefully by liberalizing capital outflows after
liberalizing capital inflows.
By the time the long-term goals have been achieved, the liberalization of capital account
transactions basically will be completed. Although regulations of certain transactions with a
strongly speculative nature will remain, they will not get in the way of reasonable capital
account transactions between countries.
However, as mentioned earlier, the control of capital account transactions has been tightened since 2016, and it now looks likely that achievement of the full liberalization of capital
account transactions will be later than envisioned in the above plan.

III-2.   Move to floating exchange rate system for the renminbi
Because liberalization of capital account transactions diminishes the independence and
effectiveness of a nation’s monetary policy, China has been looking to shift from a fixed
exchange rate system and to a floating exchange rate system as part of its effort to counter
the negative effects of looser controls on capital flows.
According to the “impossible trinity” theory of international finance, no country can
achieve simultaneously the three goals of free capital mobility, independent monetary policy,
and a fixed foreign exchange rate (Table 1). China has long sought to maintain independent
monetary policy by restricting capital account transactions (thus abandoning the goal of free
capital mobility) while maintaining a fixed exchange rate pegged to the dollar. However, as
the internationalization of the renminbi gathers pace and capital account transactions
become more and more active, the independence and effectiveness of its monetary policy
(including interest rate policy) have been declining. In this environment, the only option left
for China to secure the stability of its macro economy is to shift to a floating exchange rate
system.
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Table 1. The “impossible trinity” theory in international finance

Source: Nomura Institute of Capital Markets Research.

Meanwhile, the United States claims that the main reason for its huge trade deficit with
China is the latter’s “unfair currency manipulation” and is demanding that the renminbi be
shifted to a more flexible exchange rate system.
In response to such internal and external pressures, in July 2005 China raised the renminbi’s exchange rate against the dollar by 2.1% and switched from the de-facto dollar peg
to a managed floating exchange rate system. Following the Lehman crisis in September
2008, China temporarily retreated to the dollar peg as an emergency measure, but it returned
to the managed floating exchange rate system in June 2010 and has maintained this system
since.
China’s current managed floating exchange rate system is essentially a BBC regime that
employs a fluctuation range (Band), a currency basket (Basket), and incremental adjustments in a certain direction (Crawling).
Under this system, the Chinese monetary authority announces a midpoint rate for the
renminbi against the dollar prior to the opening of trading each business day and limits currency fluctuations within a certain range of this rate. The float range was initially set at
±0.3% from the central parity rate but has since been raised several times, to ±0.5% on 21
May 2007, ±1.0% on 16 April 2012, and most recently to ±2.0% on 17 March 2014.
While China’s monetary authority primarily aims to secure stability of the renminbi
against the dollar, it also takes into consideration of the renminbi rate against a basket of currencies comprising those of China’s major trade partners. This helps stabilize the effective exchange rate of the renminbi. Initially, the composition of the currency basket was not disclosed, and the dollar appeared to account for the bulk of the basket’s total weighting. On 11
December 2015, the China Foreign Exchange Trade System (CFETS) introduced the CFETS
RMB Index, which shows the value of the renminbi against a currency basket consisting of
the currencies of 13 countries and regions. China’s monetary authority has also explained that
when determining the midpoint rate, in addition to the CFETS RMB Index, its also takes into
account the Bank for International Settlements (BIS) effective exchange rate of the renminbi
and the SDR (see “China Monetary Policy Report – Quarter One, 2016,” 30 November 2016).
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Crawling is realized through fine-tuning of the midpoint rate announced by the authorities. In recent years, the PBOC has been refining its mechanism for determining this midpoint rate. Since the renminbi devaluation over the three days from 11 to 13 August 2015,
the PBOC has used the previous day’s closing rate as a reference point when adjusting its
midpoint rate in order to better reflect actual market conditions. In 2016, it began referring
to a “currency basket-based adjustment” in addition to the previous day’s closing rate. Then,
in May 2017, the “previous closing rate + currency basket-based adjustment” method was
changed to the “previous closing rate + currency basket-based adjustment + anti-cyclical
factor” method. However, because the content of “anti-cyclical factor” has not been clearly
stated, this new mechanism has expanded the PBOC’s discretionary room for setting the
midpoint rate. In essence, the latest mechanism amounts to a step backwards in the move
toward a freely floating exchange rate system for the renminbi.
Under the current managed floating exchange rate system, the authority is obliged to
keep the exchange rate within the fixed band around the midpoint rate through interventions.
By changing the supply of base money, this makes it difficult for the authority to control the
money supply, and reduces the effectiveness of monetary policy.
Looking at the situation in China today from the perspective of the theory of the “impossible trinity” in international finance, China has adopted an intermediate system in which
some, but not complete, fluctuation in exchange rates is allowed, and capital flows have
some, but not complete, freedom. Under this system, Chinese monetary policy maintains
some, but not a complete, degree of independence and effectiveness.
To complete the transition to a freely floating exchange rate system, China’s monetary
authority must stop announcing the midpoint rate and loosen its control over the renminbi
exchange rate by refraining from intervening in the foreign exchange market. To avoid significant fluctuations in the exchange rate, the shift to a freely floating exchange rate system
should be implemented when the renminbi rate is near its equilibrium level.

III-3.   Progress toward interest rate liberalization
To maintain the effectiveness of monetary policy after capital account transactions are
liberalized, China will have to liberalize interest rates in addition to shifting to a freely floating exchange rate system. Liberalizing interest rates will enhance the ability of interest rates
to influence fund flows, which will make investments more sensitive to interest rate fluctuations, thereby increasing the effectiveness of monetary policy.
Meanwhile, as interest rate liberalization progresses, financing and investment options
other than bank deposits and loans have appeared and the correlation between money supply
and the real economy has diminished. Consequently, the intermediate target of China’s monetary policy needs to be shifted from M2 money supply to interest rates.5
In a market economy, interest rates along with exchange rates are key “prices” that
                          
5

Zeng (2014).
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greatly influence the allocation of resources. For the following reasons, interest rate liberalization is an inevitable step that China must follow in its transition to a market economy.
To begin with, interest rate liberalization will improve the allocation of funds. If controls
are used to keep interest rates at low levels, the demand for funds will exceed the supply,
and the distribution of funds by banks will not be based on market principles. As a result,
funds will tend to flow into low-risk, low-return projects. If interest rates are liberalized,
rates will be set at levels based on the borrower’s risk profile, and many more private enterprises will be more likely to be considered attractive targets for banks’ loan businesses.
Meanwhile, controls that keep bank deposit interest rates at low levels drive funds seeking higher interest rates into informal channels (including so-called “shadow banking”)
beyond supervision of the authorities. If bank deposit rates are allowed to rise under a liberalized interest rate system, these funds will likely flow back into the banking sector.
In addition, under a regulated interest rate system, banks have been assured of relatively
high interest margins and therefore have little incentive to develop new products and services. Liberalizing interest rates would increase competition among banks and, in all probability, result in banks providing a more diverse range of higher quality products and services.
To date, interest rate liberalization in China has proceeded gradually in a step-by-step
process based on the principles that (1) liberalization should focus first on the money and
bond markets rather than bank deposits and loans and (2) the liberalization of bank deposit
and loan interest rates should start with foreign currency accounts rather than renminbi
accounts, loan rates before deposit rates, and long-term and large transactions before shortterm and small transactions.
Liberalization of interest rates in China’s money and bond market interest rates began
back in the late 1990s and has largely been completed. Next, the liberalization of rates on
foreign currency deposits and loans made significant progress in the early 2000s. The minimum renminbi deposit rate and maximum renminbi loan rate were both eliminated in October 2004, and liberalization of rates on large deposits also moved forward. The interest rate
liberalization process was temporarily suspended during the global financial crisis that followed the collapse of Lehman Brothers in 2008, but it resumed when the allowable ranges
for interest rates on bank and other financial institution deposits and loans were broadened
in June 2012. The minimum rate for loans was eliminated in July 2013, and the ceiling on
deposit rates was finally removed in October 2015, completing the liberalization of official
interest rates. However, the PBOC still exerts some influence on bank interest rates by, for
example, continuing to publish benchmark interest rates for deposits and loans.
While liberalization of interest rates has many merits, they are accompanied by an
increased possibility of financial system instability caused by deterioration of bank profits
and eventually bank failures. In response, China established a deposit insurance system on 1
May 2015.
In addition to the liberalization of capital account transactions and interest rates, development of China’s bond market is another prerequisite for internationalization of the ren-
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minbi. As of the end of 2016, outstanding bond issues in China totaled USD 9.41 trillion
(including USD 3.33 trillion of government bonds), far below the US bond market’s outstanding issuance of USD 38.17 trillion (including government bonds of USD 17 trillion)
(source: BIS, BIS Statistical Bulletin). The majority of China’s bond issues are held until
maturity by financial institutions, resulting in a market with low liquidity.

IV.   ”Currency zone” from a regional perspective
The use of the renminbi in international transactions has increased in China’s neighboring states. As this trend is expected to continue, any examination of the prospects for renminbi internationalization should also consider, from a regional perspective, the possibility
of monetary integration or creation of a currency zone, and more specifically a “renminbi
zone.” The potential member states of this renminbi zone include the Asian NIEs and ASEAN countries whose economies have become increasingly integrated with the Chinese economy as well as countries along the path of the “Belt and Road Initiative” being advanced by
China.

IV-1.  Possibility of a renminbi zone being formed by China, the Asian NIEs and
ASEAN countries
Presently, the Asian NIEs and ASEAN countries pursue exchange rate policies that seek
to maintain stable exchange rates for their currencies against the dollar. The lion’s share of
their external transactions is also denominated in dollars. These countries therefore are effectively members of a dollar zone. Will the day come when these countries adopt foreign
exchange policies focused on stable rates vis-à-vis China’s renminbi, and the renminbi becomes the main currency for their external transactions?
The selection of the currency to be used in international transactions can be considered a
two-stage process.6 The first stage is to decide the exchange system that will determine the
relationship between the country’s currency and other countries’ currencies. This decision
usually is made by the national government in line with its policy objectives. The second
stage is the actual selection by economic entities (export and import companies, financial
institutions, central banks, etc.) of the currencies they will use when conducting trade and
financial transactions under the chosen exchange rate regime. While the first decision usually
is based on macroeconomic policy goals, the second decision is based on a more microeconomic perspective that seeks an optimal balance of risks and benefits (or costs) from the use
of a particular currency.
The optimal currency area (OCA) theory that appears in many textbooks on international
economics provides some hints as to how the decision in the first stage regarding the choice
of an exchange rate system, particularly one that involves pegging to another currency,
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should be made. By examining the optimal scope of a proposed currency area based on the
merits (benefits) and demerits (costs) of monetary integration, this approach covers the
“area” (or “zone”) aspect of monetary integration and provides a “regional perspective” on
renminbi internationalization.
According to the OCA theory, an optimal currency area is a geographical region in
which a fixed exchange rate system or common currency system is adopted for use within
the area and full convertibility of currencies (or freedom of capital account transactions) is
guaranteed as the result of monetary integration, while a jointly floating exchange rate system is adopted for exchanges with currencies outside the region. An optimal currency area
can also refer to a group of nations for which the benefits associated with monetary integration exceed the costs. Keeping this definition in mind and considering the benefits and costs
of monetary integration, let us consider the criteria that can be used to identify an optimal
currency area.
The greatest merit of monetary integration is a reduction in the exchange rate risks associated with international transactions achieved by stabilizing exchange rates among member
states of the common currency area. On the other hand, monetary integration entails the forfeiture of independent monetary policy by member states. Thus when one member state’s
economy is hit by an external shock, all member states must respond via a common stance
of monetary policy. Nations with close trade and investment ties will benefit greatly from
the lower exchange rate risk realized by monetary integration. Their strong economic ties
also enable them to cope with common economic shocks with a common monetary policy.
Accordingly, the cost of forfeiting monetary policy independence is minimal. Assuming a
renminbi zone will include China, the Asian NIEs, and ASEAN countries, the criteria for an
optimal currency area are being gradually falling into place.
To begin with, China has already replaced Japan as Asia’s largest economic power. In
1980, China’s GDP was only 28.0% that of Japan, but in 2010 it surpassed Japan to rank
second in the world, behind the United States. In 2016, China’s GDP was 2.3 times that of
Japan. Reflecting this sharp shift, Japan’s share of the total GDP of East Asian countries and
regions (i.e., Japan, the Asian NIEs, ASEAN 4, and China) has declined from its peak at
74.1% in 1987 to just 23.9% in 2016. Meanwhile, China’s share has risen from a bottom of
8.2% in 1994 to 54.3% in 2016 (Figure 2).
In addition, China has overtaken the United States and Japan to become the largest trading partner of most of the Asian NIEs and ASEAN countries (Table 2). Against this backdrop,
the merits of stabilizing national currencies’ against the renminbi and using the renminbi in
international transactions for these countries are becoming greater. Indeed, recent data shows
that from 2015 to 2016 the major currencies of the Asian NIEs and ASEAN countries, except
for the Hong Kong dollar which is pegged against the dollar, fluctuated less against the renminbi than against both the dollar and the yen (Figure 3). This trend reflects these countries’
willingness amidst a weakening of the renminbi to allow their currencies to fall against the
dollar in order to maintain international competitiveness.
On the other hand, in contrast to deepening interdependence in trade, the financial ties
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Figure 2. Changes in each country and region’s share of GDP in East Asia

Note: Asian NIEs refer to South Korea, Taiwan, Hong Kong, and Singapore. ASEAN4 refers to Indonesia,
Malaysia, the Philippines, and Thailand.
Source: Nomura Institute of Capital Markets Research, based on IMF, World Economic Outlook Database,
October 2017.

between China and the Asian NIEs and ASEAN countries are still weak (Table 3). The United
States remains the largest investment destination for portfolio investments from the Asian
NIEs and ASEAN countries. This reflects the United States’ role as an international intermediary that provides highly liquid and safe assets (i.e., US Treasury bonds) on the one hand,
while using the funds so raised to invest in high risk assets on the other. For the renminbi to
replace the dollar as the key currency in Asia, China must play the role of an international
financial intermediary as the United States is doing today. To achieve that status, China
needs to establish an open and highly liquid financial market.

IV-2.  Will China’s “Belt and Road Initiative” open gates for renminbi internationalization?
In addition to the Asian NIEs and ASEAN countries, the nations expected to be part of
China’s “Belt and Road Initiative” can also be considered potential members of a renminbi
zone.
China’s “Belt and Road Initiative” aims to create a large economic sphere that spans
from Asia to the European and African continents, essentially recreating the Silk Road of
ancient times when China was the centerpiece in the world economy. Not counting China,
the envisioned “Belt and Road” includes 64 countries, with a total population of some
3,212.66 million people, equivalent to 43.4% of the world’s population (including China,
4,582.11 million and 61.9%) in 2016. In the same year, the combined GDP of these countries was USD 12.0 trillion, equivalent to 16.0% of worldwide GDP (USD 23.2 trillion and
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Table 2. The Asian NIEs and leading ASEAN countries’ dependence on trade with China, US, and Japan

Note: Figures show the share of each country or region’s exports and imports to or from China, the US and
Japan.
Source: Nomura Institute of Capital Markets Research, based on data from United Nations Conference on Trade
and Development’s UNCTADstat.
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Figure 3. Volatility of the Asian NIEs and leading ASEAN countries’ currencies vis-à-vis RMB, USD and JPY

Note: Graphs show standard deviations of the MoM rate of change of the currencies concerned vis-à-vis the
RMB, the USD and the JPY based on monthly average data for each year.
Source: Nomura Institute of Capital Markets Research, based on IMF and CEIC data.
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Table 3. China, US and Japan shares of the Asian NIEs and leading ASEAN countries’
portfolio investments (as of December 2016)

Note: Share of country/region a’s external portfolio investment (assets) and internal portfolio investment (liabilities)
accounted for by country b.
Source: Nomura Institute of Capital Markets Research, based on IMF, “Coordinated Portfolio Investment Survey.”

30.9%, respectively, when China is included), while the value of these countries’ international trade amounted to USD 7,189 billion, accounting for 21.7% of total world trade (USD
10,899 billion and 32.9%, respectively, when China is included), China’s trade (imports and
exports) with these countries in 2016 accounted for 25.7% of its total trade with the world
(Table 4).
To fund the development of the infrastructure required to realize the “Belt and Road Initiative,” China has promoted the establishment of several funding vehicles, including the
Silk Road Fund, the Asian Infrastructure Investment Bank (AIIB), and the New Development Bank (NDB) (mainly funded by the five BRICS nations). China’s efforts are reminiscent of the United States’ Marshall Plan to aid the recovery of Western European countries
after World War II, and have been called “China’s Marshall Plan” by some media outlets.
The renminbi is expected to play a major role in realizing the “Belt and Road Initiative.”
On 14 May 2017, at the opening ceremony of the Belt and Road Forum for International
Cooperation, Chinese President Xi Jinping told the attendants that the AIIB had already
made loans totaling USD 1.7 billion to nine projects in “Belt and Road” nations and that
Silk Road Fund investments had reached USD 4 billion. He also pledged to strengthen China’s
financial support for “Belt and Road” by increasing the Silk Road Fund’s capital by another
RMB 100 billion and encouraging Chinese financial institutions to provide renminbi funds
overseas totaling about RMB 300 billion. Xi also said that the China Development Bank
and the Export-Import Bank of China would provide special loans totaling RMB 250 billion
and RMB 130 billion, respectively, to support infrastructure development, production
capacity expansion and financial cooperation.
To date, renminbi internationalization has focused mainly on use of China’s currency for
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Table 4. Population, GDP, trade of China and countries / regions in “Belt and Road”
economic sphere (2016 basis)

Note 1: 64 countries and regions in “Belt and Road” economic sphere are: East Asia (Mongolia), Southeast Asia
(Singapore, Thailand, Vietnam, Malaysia, Indonesia, Philippines, Myanmar, Cambodia, Brunei, Laos, East
Timor), South Asia (India, Bangladesh, Pakistan, Sri Lanka, Nepal, Afghanistan, Maldives, Bhutan), Central
Asia (Kazakhstan, Uzbekistan, Turkmenistan, Kyrgyz Republic, Tajikistan), West Asia and North Africa (United
Arab Emirates, Saudi Arabia, Turkey, Israel, Qatar, Egypt, Kuwait, Iraq, Iran, Oman, Bahrain, Jordan, Azerbaijan,
Lebanon, Georgia, Yemen, Armenia, Syria, the Palestinian Authority), Eastern Europe (Russia, Poland, Czech
Republic, Hungary, Slovakia, Romania, Ukraine, Slovenia, Lithuania, Belarus, Bulgaria, Serbia, Croatia, Estonia,
Latvia, Bosnia and Herzegovina, Macedonia, Albania, Moldova, Montenegro).
Note 2: China’s trade with the 64 countries included in the “Belt and Road Initiative” totaled USD 953.6 bn,
25.7% of China’s total international trade (imports + exports) of USD 3,710.0 bn.
Source: Nomura Institute of Capital Markets Research, based on State Information Center of China’s “Belt and
Road” Big Data Center, Dalian Northeast Asia OBOR Big Data Center, Belt and Road Big Data Technology Co.,
Ltd., “Belt and Road Trade Cooperation Big Data Report 2017.”

trade settlement. Looking ahead, as construction of “Belt and Road” progresses, the renminbi’s use in capital account transactions (mainly capital inflows from China) is likely to increase.
The Trade Finance Council of the China Banking Association considers promotion of
the “Belt and Road Initiative” an opportunity for renminbi internationalization and has made
the following proposals.7
First, use of the renminbi as a settlement currency for “Belt and Road” construction
projects should be promoted gradually in an appropriate manner that takes into consideration the state of economic development in each country, acceptability of the renminbi in the
local market, the local political environment and other circumstances. For example, raw materials and other costs of projects related to construction of road transportation infrastructure
and energy bases in such countries or regions as Pakistan, Central Asia and the Persian Gulf
could be paid for in renminbi, while China could support large energy and resource-related
projects with renminbi-denominated loans to local entities. In South Asia and West Asia,
renminbi-denominated bilateral trade should be promoted, with a focus on resources and agriculture, forestry and fisheries products.
Next, the presence of the renminbi should increase in neighboring countries if these
countries use the renminbi as their “anchor currency.” Use of the renminbi in trade settlement should be promoted by removing tariff barriers and entering into free trade agreements
                          
7

China Banking Association, Research Group of the Trade Finance Council (2016).
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with trading partners. In addition, the Chinese government should maintain a stable domestic monetary policy and stabilize the renminbi exchange rate in order to enhance trust and
confidence in the currency and expand its geographic scope of circulation. More countries
and regions should be encouraged to use the renminbi as a reserve currency and include it in
currency baskets used as a reference when setting the foreign exchange rates for their own
currencies.
The renminbi should be used in a wider range of economic exchanges at the state level.
Taking advantage of the current acceleration in Chinese companies’ overseas expansion, the
renminbi should be promoted as the settlement currency for the overseas transfer of fixed
assets and funds. In addition, renminbi should be used as the settlement currency for government procurements, preferential financing and foreign assistance. The Chinese government should demand that countries receiving foreign aid and loans from China accept the
renminbi as the currency used in a certain percentage of trade transactions and investments
received from China. In addition, the scale and range of currency swaps between the PBOC
and other countries’ central banks should be expanded, and the direct exchange between the
renminbi and a wider range of other currencies should be promoted.
However, promotion of the “Belt and Road Initiative” and thus the use of the renminbi
in the countries and regions concerned still face many hurdles.
Winning the support of major countries within and outside of the “Belt and Road”
sphere will be the first challenge. China is expected to face conflicts with the United States,
the European Union (EU) and Japan over natural resources in the “Belt and Road” sphere.
In addition, Russia and India are, respectively, wary of China spreading its sphere of influence into Central Asia and South Asia.
The next challenge will come from the differences in economic development, religion
and culture in the “Belt and Road” countries, which will make it difficult to reach agreement
on common rules for economic integration. The high tariffs currently imposed by many
“Belt and Road” countries also will hinder the advancement of cross-border trade. In addition, China has territorial disputes with some countries in the proposed sphere. Tensions are
particularly high in the South China Sea and in disputed areas on the China-India border.
Investment risk is also high. Many of the countries along the “Belt and Road” route,
including some conflict-ridden areas, have unstable political, economic and social situations.
In addition, many not only need to develop physical infrastructure, such as roads and harbor
facilities, but also are lagging in the development of soft infrastructure, such as legal and tax
systems. The “Belt and Road Initiative” cannot be realized until the required soft and hard
infrastructure has been put in place.
Lastly, for investors, returns are low relative to the high risk involved. This is particularly true for Chinese investors if the spillover benefits (such as an increase in land values) of
infrastructure projects do not accrue to them.
Considering the risk-return balance, Chinese companies will have to take a cautious
approach when considering investments in the “Belt and Road” countries, which in turn
implies that renminbi usage in the envisioned sphere is unlikely to expand rapidly.
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V.   International monetary system from a global perspective
From a global perspective, if a renminbi zone centered on China materializes, the international monetary system will move toward a tripolar system consisting of the renminbi, the
dollar and the euro. Competition among these three currencies is expected to contribute to
stability of the system. At the current stage, however, renminbi’s position as an international
currency is still quite low, and the formation of a renminbi zone and tripolar system is still
in a conceptual stage.

V-1.  Currency competition expected to stabilize international monetary system
An environment more conducive to renminbi internationalization has arisen since the
collapse of Lehman Brothers in 2008 triggered a global financial crisis that exposed the fragility of the prevailing international monetary system centered on the dollar. Renminbi internationalization is expected to contribute not only to the stability of the Chinese economy
but also to that of the international monetary system.
The theory of hegemonic stability asserts that international systems are most stable when
power is concentrated in one country. Applying this theory to the international monetary
system, one could say that the stability of the system based on the gold standard in the 19th
century and then the post-World War II Bretton Woods system that remained in effect until
1971 can be attributed to the existence of a dominant world power—Great Britain in the first
case and the United States in the latter. Conversely, the instability that swept over the world
between World War I and World War II could be blamed on Great Britain’s failure to fulfill
its role as keeper of the gold standard and the United States’ reluctance to assume that
responsibility.8 After the collapse of the Bretton Woods system in 1971, the world lacked a
dominant financial power, leading to the multipolarization of the international monetary
system and movement toward monetary unification in Europe, which culminated in the birth
of the euro in 1999. In this environment, discussions about reform of the international monetary system have come to center on how to stabilize a system characterized by multipolarization. One proposal was to form several currency zones and seek to coordinate the monetary policies among them.
The biggest problem in the current international monetary system is that the United
States has become insensitive to the need to rein in the deficit in its international balance of
payments because it can abuse its privilege as the key-currency country. One essential condition for an optimal reserve currency is that adjustments in its supply should be based on
considerations of the conditions and interests of the entire world. However, if the currency
of a particular nation is used as a reserve currency, as is presently the case with the US dollar, the issuing nation will always prioritize its own interests, leading to a monetary policy
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that could destabilize the world economy. As PBOC Governor Zhou Xiaochuan pointed out,
the global financial crisis that emanated in the United States following the collapse of Lehman Brothers in 2008 was the natural consequence of this defect of the prevailing international monetary system.9
Hu Jintao, China’s president at that time, advocated the need for a reform of the international monetary system when speaking to G20 leaders at the second Summit on Financial
Markets and the World Economy in London on 2 April 2009. Specifically, Hu suggested that
the IMF should strengthen and improve its oversight of the macroeconomic policies of nations that issue reserve currencies, and in particular its oversight of their currency issuance
policies. He also called on the IMF to improve the international monetary system, perfect a
mechanism for controlling the issuance of reserve currencies, maintain a relatively stable
exchange rate for the main reserve currency, and promote the multipolarization and rationalization of the international monetary system.
The rise of other international currencies capable of competing with the dollar would impose discipline on US economic policy.10 This idea is similar to Friedrich Hayek’s proposal
that central banks’ monopoly of the right to issue money should be abolished and private
banks should be allowed to issue their own currencies on a competitive basis.11 If there were
an attractive alternative currency to the dollar, a serious policy error by the US authorities
would prompt a large exodus of funds from the dollar into the alternative currency. In response, the United States would likely implement more austere fiscal and monetary policies
to reduce imports, and raise interest rates to bring capital flows back into the dollar. If the
US were to accept significant weakening of its currency, the dollar’s role as an international
currency could be taken over by other currencies.
In addition, by eliminating foreign exchange rate fluctuations among the member states,
a currency zone provides them with a more stable economic environment. One of the major
objectives of Europe’s monetary unification was to insulate member countries from external
shocks. In addition, weaker countries can borrow credibility from core members by abandoning their own currency and monetary policy independence. Monetary integration is often
accompanied by the establishment of a regional safety net that provides prompt assistance to
member states during an emergency, which enhances confidence in those states and prevents
                          
9

Zhou (2009).
When the Japanese Ministry of Finance (MOF) was promoting internationalization of the yen, it explained that a shift to a
tripolar system centered on the dollar, the euro and the yen should help strengthen the international monetary system, a public
good which the United States alone can no longer provide. The following is the explanation from the report presented by a
MOF council on the topic. “The dollar, euro, and yen support the world’s three major economic regions. As such, the euro representing Europe and the yen as the principal Asian currency are in a position to complement the dollar. Such complementary
arrangements can contribute to the establishment of a stable international monetary system supported by the sound economic
policies of the United States, Euroland and Japan. Furthermore, from the perspective of diversifying the risks inherent in floating rate systems, it is desirable to promote the international use of the yen along with the dollar and the euro. In this regard, the
internationalization of the yen can be viewed to represent the provision of an international public good.” (Internationalization
of the Yen for the 21st Century– Japan’s Response to Changes in Global Economic and Financial Environments; Ministry of
Finance, Council on Foreign Exchange and Other Transactions, April 1999) The same logic applies to internationalization of
the renminbi.
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unwarranted speculation.
In addition, a tripolar system centered on the dollar, the euro and the renminbi would
serve as a safety net for the global economy should the dollar regime collapse. If the dollar
were no longer the world’s key currency and trade and capital account transactions were
more often denominated in renminbi and euros, shocks to the global economy caused by a
dollar crisis would be suppressed.
Lastly, competition among the dollar, the euro and the renminbi would most likely lead
to greater policy coordination by the US, Europe and China. Under a tripolar system, the coordinated gains would be larger and more evenly distributed so that all players would be
more willing to cooperate in order to reap these benefits.

V-2.  Renminbi internationalization lags behind China’s rising economic power
China is already the world’s second largest economic power, with its GDP now trailing
only that of the United States. However, the renminbi’s position as an international currency
is still quite low, and a tripolar system has yet to be formed.
The Chinese economy entered its high-growth phase when the government initiated its
first “reform and opening up” policy in the late 1970s, and since the 1980s the Chinese
economy has continued to expand at a faster pace than the world economy as a whole
(Figure 4). China’s GDP expanded from USD 305.4 billion in 1980 to USD 11,232.1 billion
in 2016 (36.8-fold growth), with its share of global GDP (nominal, USD basis) rising from
just 2.7% to 14.9% over the same period (Figure 5).
Figure 4. Changes in real GDP growth rate of China
― Comparison with major countries and the world ―

Source: Nomura Institute of Capital Markets Research, based on IMF, World Economic Outlook Database, October
2017.
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The rise of China has vaulted the GDP of East Asia (including Japan) above that of the
both the United States and the EU (Table 5).
In addition, China’s contribution to world economic growth has surpassed that of the
United States since 2001. In 2016, China contributed 1.1ppt to world growth of 3.2%,
accounting for nearly one-third of global economic growth (Figure 6). Thus, China’s presence in the world economy has greatly expanded.
Figure 5. Changes in China’s share of the world’s GDP
― Comparison with major countries ―

Note: Numbers in parentheses show values in 2016.
Source: Nomura Institute of Capital Markets Research, based on IMF, World Economic Outlook Database, October
2017.

Table 5. GDP of East Asia surpassing those of the United States and the EU

Note: The EU covers the current 28 member countries at all points in time. East Asia refers to Japan, China,
NIEs (South Korea, Taiwan, Hong Kong, and Singapore), and ASEAN4 (Indonesia, Malaysia, the Philippines
and Thailand).
Source: Nomura Institute of Capital Markets Research, based on IMF, World Economic Outlook Database, October
2017.
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Figure 6. Contribution of major countries and regions to world economic growth

Note: Contribution = Economic Growth Rate × Share of World GDP (based on purchasing-power-parity)
Contribution of China in 2016 (1.1%) = (6.7%) × (17.1%)
Contribution of U.S. in 2016 (0.2%) = (1.5%) × (15.7%)
Source: Nomura Institute of Capital Markets Research, based on IMF, World Economic Outlook Database, October
2017.

China already stands alongside the United States as one of the world’s two trading
superpowers. In 2016, China was the world’s leading exporter, with export value totaling
USD 2,098 billion (13.2% of total world exports), surpassing the United States’ USD 1,455
billion (9.1% of total world exports). China’s imports totaled USD 1,587 billion (9.8% of
total world imports), second to the United States (Table 6).
Meanwhile, internationalization of the renminbi is still in its embryonic stage, and the
importance of the renminbi as an international currency remains quite low compared with
the dollar and the euro.
According to IMF data on the currency composition of foreign exchange reserves
(COFER), as of end-September 2017, the renminbi accounted for just 1.1%, or the equivalent of USD 107.9 billion, of the foreign exchange reserves of countries reporting their
COFER data to the IMF. The renminbi ranked seventh among currencies held by the reporting countries as foreign exchange reserves, following the dollar (63.5%), the euro (20.0%),
the yen (4.5%), the pound (4.5%), the Canadian dollar (2.0%) and the Australian dollar
(1.8%) (Table 7). The European Central Bank (ECB) included the renminbi in its foreign
exchange reserves for the first time on 13 June 2017 (in an amount equivalent to EUR 500
million).
In addition, according to the global financial messaging service SWIFT, the renminbi’s
share of international payments was 1.61% in December 2017, ranking fifth among the
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Table 6. World’s top exporters and importers (2016)

Source: Nomura Institute of Capital Markets Research, based on WTO, “Trade Recovery Expected in 2017 and
2018, Amid Policy Uncertainty,” Press Release, April 12, 2017.

Table 7. World currency composition of foreign exchange reserves (as of end-September 2017)

Note: Shares reflect the composition of allocated foreign exchange reserves of 149 countries/regions that provide
data to the IMF. Composition of the foreign exchange reserves of individual countries is not disclosed by the
IMF.
Source: Nomura Institute of Capital Markets Research, based on IMF, “Currency Composition of Foreign
Exchange Reserves” (COFER).

world’s currencies, after the dollar, the euro, the pound, and the yen. The renminbi’s share
and ranking are both down from their peaks in August 2015, when it ranked fourth with a
share of 2.7% (Table 8).
Looking at the data in the BIS’s most recent Triennial Central Bank Survey of turnover
in foreign exchange markets, the renminbi’s average daily turnover expanded from USD
120 billion in April 2013 to USD 202 billion in April 2016, lifting its share of global foreign
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Table 8. Currency composition of world’s international payments

Source: Nomura Institute of Capital Markets Research, based on SWIFT’s “RMB Tracker.”

exchange turnover from 2.2% to 4.0% (total for all currencies is 200%, as every FX trade
includes two currencies). Based on the April 2016 data, the renminbi was the eighth
most-traded currency, after the dollar, the euro, yen, pound, the Australian and Canadian
dollars, and the Swiss franc (Table 9).
One last indicator of the progress in renminbi’s internationalization is the IMF’s decision
to include the renminbi in its SDR basket of currencies on 30 November 2015 (effective
from 1 October 2016). This can be considered the key milestone in renminbi internationalization to date. The new SDR currency basket includes the dollar, euro, yen and pound along
with the renminbi. The Chinese currency was assigned a weighting of 10.92%, higher than
the yen (8.33%) and the pound (8.09%) but still far below the weightings for the dollar
(41.73%) and the euro (30.93%).
As indicated by the data presented above, the renminbi’s position as an international currency remains quite low despite the rapid rise in China’s economic power. Moreover, while
the diversification of international currencies is progressing, the dollar continues to play the
role of the world’s key currency. Most of the world’s developing nations, including Asian
countries, adopt foreign exchange policies that seek to maintain their currencies’ stability
vis-à-vis the dollar, which remains the currency most widely used in international transactions. The dollar’s continued dominance is due largely to the following factors.
First, the United States is still the world’s largest economic superpower and also its
largest importer. Because the United States is the largest export market for many countries,
stabilizing the domestic currency against the dollar is desirable in order to maintain stable
exports.
Second, some countries can enhance the credibility of their monetary policies, which
would otherwise be lacking both at home and abroad, by linking their currencies to the glob-
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Table 9. Currency composition of foreign exchange turnover (shares of average daily
turnover in April each year)

Note 1: Adjusted for local and cross-border inter-dealer double-counting.
Note 2: As two currencies are involved in each transaction, the sum of the turnover values for individual currencies
is double actual total turnover value and shares thus add up to 200%.
Source: Nomura Institute of Capital Markets Research, based on BIS, “Triennial Central Bank Survey – Foreign
Exchange Turnover in April 2016,” September 2016.

ally trusted dollar, thus paving the way to stable inflation and interest rates.
Third, countries with underdeveloped domestic financial markets rely on foreign markets to meet their funding and investment needs. Dollar-based markets are the most advanced for both funding and investment. For countries with large amounts of dollar-denominated assets and liabilities, stabilizing their currency against the dollar makes good sense.
Lastly, the dollar is well established as the world’s key currency and its use therefore
makes transactions more convenient while its generally high acceptability provides economies of scale, which leads to an inertia effect that makes it difficult for other currencies to
replace the dollar.
In conclusion, the prerequisites for further internationalization of the renminbi, in addition to enhancement of China’s economic power, should include progress with the “trinity
reform” centering on liberalization of capital account transactions and more nations changing
the focus of their exchange rate policy from stability against the dollar to stability against the
renminbi. Considering that inertia works in favor of continued use of the prevailing key currency, even if China’s GDP surpasses that of the United States in the not so distant future, it
is unlikely that the renminbi will immediately replace the dollar as the world’s key currency.
In the meantime, international transactions using the renminbi most likely will remain centered in neighboring countries that have strong economic ties with China.
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Appendix—Arbitrage trades taking advantage of the difference in onshore and
offshore renminbi rates caused by capital controls
― Strong renminbi scenario ―
Generally speaking, during periods when the renminbi is strengthening, the currency’s
exchange rate in the less-regulated Hong Kong offshore market is higher than in the domestic onshore market, where the authorities apply more strict controls. Assuming RMB/USD
of 6.5 in the onshore market and 6.4 in Hong Kong, one could transfer RMB 64,000 to
Hong Kong and exchange it for USD 10,000, which could be brought back to the onshore
market and then converted into RMB 65,000, yielding a gain of RMB 1,000 (before fees).
However, strict controls on capital flows between the onshore market and the offshore market have led to fund transfers between the two markets related to forex arbitrage trades often
taking the form of trade settlements. In some cases, renminbi transfers from mainland China
to Hong Kong have been used to pay for gold imported from affiliated companies in Hong
Kong. The imported gold is then exported back to the Hong Kong affiliates with payment
Diagram. Arbitrage transaction camouflaged as the import-export of gold

Source: Nomura Institute of Capital Markets Research.
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made in dollars. In this way, forex arbitrage trades are disguised as “import-export” transactions. Reflecting this, when the renminbi is appreciating, renminbi settlements account for a
much larger share of China’s imports than for its exports.
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